This study investigates the relation between tax avoidance and discretionary expenses. The object of this study is to present the empirical evidence on whether additional cash from tax avoidance is used on discretionary expenses. Tax avoidance is estimated using the model suggested by Desai and Dharmapala (2006) . Discretionary expenses are estimated using the index suggested by Roychowdhury (2006), which are selling and administrative expenses except taxes and dues, depreciation expenses, amortization expenses, rent expenses and insurance expenses because the management cannot manage these expenses discretionarily. Research expense and ordinary development expense are included in discretionary expenses. The empirical results of this study are as follows. First, tax avoidance is positively associated with discretionary expenses. This result means that the management spends additional cash from tax avoidance on discretionary expenses. Second, the ownership percentage of foreign investors weakens the positive relation between tax avoidance and discretionary expenses. This result suggests that foreign investors monitor the management's discretionary decision effectively. Third, the positive relation between tax avoidance and discretionary expenses is weakened as the ownership percentage of a major stockholder increases. This result suggests that a major stockholder restricts spending additional cash on discretionary expenses.
Introduction ©
Because tax is a kind of expense that is incurred compulsively, companies want to reduce it. Therefore, a company tries to avoid taxation through various methods. Many previous studies on tax avoidance focus on its determinants. Tax avoidance is high in the case of aggressive financial reporting (Frank et al., 2009; Wilson, 2009 ). Some previous studies report that tax avoidance has a negative effect on stock price (Hanlon and Slemrod, 2009; Kim et al., 2011) . However, Desai and Dharmapala (2009) report that there is no significant relationship between tax avoidance and firm value. They also find that a transparent governance structure that allows tax avoidance is positively associated with firm value or mitigates the negative relation between tax avoidance and firm value.
Other previous studies contend that it is possible for a CEO to use tax avoidance to his or her own private benefit (Phillips, 2003; Desai and Dharmapala, 2006) . In such a case, a CEO discretionarily spends additional cash that is created by tax avoidance. This study focuses particularly on the effect of tax avoidance on discretionary expenses, e.g., selling and administrative expenses and expenditures on R&D. These expenses are discretionarily allocated by the management. Additional cash is created by tax avoidance, and the management can decide upon its use. This study investigates whether the management spends additional cash flow from tax avoidance on discretionary expenses. Because some discretionary expenses are closely related to sales in the short term (selling expenses) and some have an effect on future sales (expenditure on R&D), the management can increase spending on discretionary expenses in order to increase sales except in an earnings management situation. Therefore, because the management can decide upon the use of additional cash, the management is likely to spend additional cash on discretionary expense.
The implications of this study are as follows. Firstly, many previous studies on tax avoidance presented the relationship between company characteristics and tax avoidance, and found the determinants of tax avoidance. This study goes further than previous studies and presents empirical evidence as to how the management spends the additional cash created from tax avoidance on discretionary expenses. Second, this study argues that foreign stockholders and major stockholders can control the management's decision to spend the additional cash created from tax avoidance. This result indicates that variables in the governance structure, such as foreign stockholders and a major stockholder, are associated with tax avoidance.
This study is organized as follows. Previous studies on tax avoidance are discussed in the first section, and hypotheses are developed in the second section. The research model is presented in the third section. Empirical results are discussed in the fourth section, which is followed by the conclusion.
Literature review
Many previous studies on tax avoidance examined methods of measurement of tax avoidance and company characteristics related to tax avoidance. Rego (2003) found that the effective tax rate of a multinational company is lower than other companies. He argued that this result evinces tax avoidance from tax planning. Plesko (2004) maintained that the ideal form of tax avoidance is a decrease in taxable income without any effect on book income and the use of a permanent book-tax difference rather than a temporary difference from tax avoidance. Desai and Dharmapala (2006) illustrated a measure of tax avoidance that arises out of that portion of the book-tax difference that cannot be attributed to total accruals. They concluded that stock-based compensation of CEOs decreases tax avoidance. Graham and Tucker (2006) contended that the debt ratio of a tax-avoiding company is low from their analysis of U.S. tax avoidance cases. Dyreng et al. (2008) defined the persistence of a cash-basis effective tax rate as a long-term tax avoidance measure. Twenty-two percent of their study's sample companies recorded a cash-basis effective tax rate of less than 20% during the past 10 years, well below the average corporate tax rate. Frank et al. (2009) distinguished a permanent discretionary difference from a permanent book-tax difference and defined discretionary difference as a tax avoidance measure. They reported that there is a strong positive relation between tax avoidance and aggressive financial reporting. Wilson (2009) also concluded that in the case of a tax-avoiding company, the book-tax difference is large, and the company tends to report financial information more aggressively. Hanlon and Slemrod (2009) investigated stock prices' response to tax avoidance. They found that stock price falls when news of tax avoidance is announced. Desai and Dharmapala (2009) argued that tax avoidance does not affect a firm's value, but tax avoidance is positively associated with firm value in case of a good governance structure. Kim et al. (2011) reported that tax avoidance is positively associated with the risk of stock price collapse and that this risk is weakened by a strong outside monitoring system, i.e., a high institutional ownership percentage, a large number of analysts following the corporation or a high takeover threat, etc. Lanis and Richardson (2011) postulated that tax avoidance is unlikely avoided when the proportion of outside directors on the board of director is high.
Hypotheses development
Most previous studies on tax avoidance focused on finding company characteristics associated with tax avoidance and the determinants of tax avoidance. However, previous research on where the additional cash flow from tax avoidance is used is insufficient. This study examines the use of additional cash from tax avoidance. Some previous studies insisted that tax avoidance can inure to the private benefit of a CEO (Phillips, 2003; Desai and Dharmapala, 2006) . Thus, additional cash from tax avoidance would be used according to the discretionary decisions of a CEO. The CEO would spend additional cash from tax avoidance on discretionary expenses, e.g., selling
and administrative expenses and expenditures on R&D. These expenses are closely related to sales in the short term, except R&D expenditures. R&D expenditures would have an effect on sales in the long term because a company can develop new products or technologies that can create additional sales. Therefore, a CEO would decide to spend additional cash on discretionary expenses. The hypothesis is developed as follows.
Hypothesis 1: Ceteris paribus, tax avoidance is significantly positively associated with discretionary expenses.
According to previous studies, foreign investors monitor management effectively in Korea (Ahn et al., 2005; Kim et al., 2012) . Park et al. (2004) maintain that managerial perquisite consumption decreases with efficient monitoring by foreign investors. It is expected that foreign investors control the use of additional cash from tax avoidance on discretionary expenses. We expect that the positive relation between tax avoidance and discretionary expenses is weakened as the ownership percentage of foreign investors increases. The second hypothesis is as follows.
Hypothesis 2: Ceteris paribus, the positive relation between tax avoidance and discretionary expenses is weakened as the ownership percentage of foreign investors increases.
Because a major stockholder invests considerable money, he or she has an incentive to check on and monitor management activity per his or her interests (Grossman and Hart, 1980) . Some previous studies insist that a major stockholder monitors and controls the management's discretionary earnings management (Winton, 1993; Zwiebel, 1995; Kahn and Winton, 1998; Bennedsen and Wolfenzon, 2000) . Therefore, it is expected that a major stockholder restricts the use of additional cash from tax avoidance on discretionary expenses. This phenomenon would be strongly expressed as the ownership percentage of a major stockholder increases. We expect that the positive relation between tax avoidance and discretionary expenses is weakened as the ownership percentage of a major stockholder increases. The third hypothesis is developed as follows.
Hypothesis 3: Ceteris paribus, the positive relation between tax avoidance and discretionary expenses is weakened as the ownership percentage of a major stockholder increases.
Research design and sample selection
3.1. The measure of tax avoidance. We estimate tax avoidance using the measure suggested by Desai and Dharmapala (2006) . They divide book-tax difference into the difference from total accrual and another difference. The difference from total accrual is defined as the difference from the management's discretionary earnings management. Another difference is defined as the difference from tax avoidance. The empirical model suggested by Desai and Dharmapala (2006) is as follows:
where, BT t : book-tax difference in year t divided by total asset in year t-1; TA t : total accrual in year t divided by total asset in year t-1; and ε t : measure of tax avoidance in year t.
In order to estimate the residual of model (1) 
where, DISEXP t : total discretionary expenses divided by total sales in year t; TAV t-1,t-2,t-3 : measure of tax avoidance in year t; SIZE t : natural logarithm of total assets at the end of year t; LEV t : debt ratio at the end of year t; ROA t : return on assets in year t; BIG t : 1 if a Big Four auditor, otherwise 0; INVOUT t : cash payment from investing activity in year t divided by total assets at the end of year t-1; FINOUT t : cash payment on liability in year t divided by total assets at the end of year t-1; GROWTH t : total equity growth rate in year t; LIQ t : average operating cash flow in year t-1 and in t divided by total sales in year t; ID: industry dummy; and YD: year dummy.
We adopt the method suggested by Roychowdhury (2006) to estimate discretionary expenses. Discretionary expenses are selling and administrative expenses except for taxes and dues, depreciation expenses, amortization expenses, rent expenses and insurance expenses because management cannot manage these expenses discretionarily. Both research expenses and ordinary development expenses are considered to be discretionary expenses. TAV t-1, t-2, t-3 are the measures of tax avoidance in years t-1, t-2 and t-3. β 1 is positive if discretionary expenses increase as tax avoidance increases. Lagged variables are used in tax avoidance because the additional cash from tax avoidance would be used for the next year of tax avoidance. In Korea, the tax filling for year t is made in the January to March timeframe in year t+1. Thus, the additional cash from tax avoidance for year t cannot be used in year t.
Other independent variables are control variables. SIZE t is a natural logarithm of total assets at the end of year t, which is used to control the effect of company size on discretionary expenses. LEV t is a debt ratio at the end of year t, which is defined as total debt divided by total equity. A company with a high debt ratio would reduce discretionary expenses because of a large amount of interest expenses and restriction from a debt covenant. ROA t is a proxy for profitability. A company's profitability would have an effect on discretionary expenses because a company reduces discretionary expenses when profitability decreases. Conversely, a company will be profitable when discretionary expenses are small because expenses usually decrease profitability. BIG t is used to control audit quality, and INVOUT t is used to control the effect of cash payment from investing activity on discretionary expenses. When a company spends a great deal of money on investing activity, a company will be unable to spend money on discretionary expenses, even if it has additional cash from tax avoidance. FINOUT t is used to control the effect of cash payments on liability for discretionary expenses. Like INVOUT t , it can also affect discretionary expenses. GROWTH t is the total equity growth rate. When total equity growth rate is high, a company can spend a sizeable amount of money on discretionary expenses. Because LIQ t represents payment capability from operating cash flow, discretionary expenses increase as LIQ t increases. IND is included in the research model to control the differences among industries. YD is a variable to control the effect of a specific year on discretionary expenses. The model, which is used to investigate Hypothesis 2, is as follows.
where, FRN t : 1 if ownership by foreign investors is higher than the median in the individual industry in year t, otherwise 0.
Because it is expected that the positive relation between tax avoidance and discretionary expenses is weakened as the percentage of ownership by foreign investors increases, the coefficient β 3 should be significantly negative. The model for testing Hypothesis 3 is as follows:
where, OWN t : 1 if the ownership by a major stockholder is higher than the median in the individual industry in year t, otherwise 0.
According to Hypothesis 3, it is expected that the relation between tax avoidance and discretionary expenses is weakened as the percentage of ownership by a major stockholder increases. Thus, the coefficient β 3 should be significantly negative like Hypothesis 2. Table 2 presents descriptive statistics for the variables used in this study. of total assets. The mean of FINOUT t is 0.2851, which means the average cash payment on liability is approximately 29% of total assets. The mean of GROWTH t is 0.0950, which means that the equity growth rate is 10% on average. The mean of LIQ t is 0.0696, which means the average operating cash flow in the current year and in the previous year is approximately 7% of the current year's total sales. Table 3 presents the results of a regression analysis conducted to test Hypothesis 1. Notes: ***, ** and * denote significance at the 1%, 5%, and 10% percent levels, respectively, based on a two-tailed test. See Model (3) for definitions of the variables used.
Sample selection.

Regression results.
The coefficients of TAV t-1 , TAV t-2 and TAV t-3 are significantly positive, which means that discretionary expenses increase as tax avoidance increases. These results suggest that additional cash from tax avoidance is used on discretionary expenses. Thus, Hypothesis 1 is supported. The coefficient of SIZE t is significantly negative. This result suggests that discretionary expenses are small in a large company. The coefficient of LEV t is also significantly negative, which means that a company with a low debt ratio spends a small amount on discretionary expenses. ROA t is negatively associated with DISEXP t . This result means that a company reduces discretionary expenses when its profitability is low. BIG t is significantly positively associated with TAV t-1 , TAV t-2 and TAV t-3 . This result suggests that a company spends on numerous discretionary expenses when it is audited by a Big Four audit firm. FINOUT t is negatively associated with DISEXP t . This result suggests that discretionary expenses are reduced when a company pays a sizeable amount of money on debt redemption. The coefficient of GROWTH t is significantly positive, which means that a company with a high total equity growth rate spends on a large number of discretionary expenses. LIQ t is significantly positively associated with TAV t-1 , TAV t-2 and TAV t-3 . This result means that the bigger the operating cash flow, the bigger the discretionary expenses on which a company spends. Notes: ***, ** and * denote significance at the 1%, 5%, and 10% levels, respectively, based on a two-tailed test. See Model (3) and (4) for definitions of the variables used.
Like Table 3 , TAV t-1 , TAV t-2 and TAV t-3 are significantly positively associated with DISEXP t . Our main variables of interest in testing Hypothesis 2, FRN t × TAV t-1 , FRN t × TAV t-2 and FRN t × TAV t-3 , are significantly negatively associated with DISEXP t . These results suggest that the use of additional cash from tax avoidance on discretionary expenses is restricted when the ownership percentage of foreign investors is high. These results also mean that foreign investors effectively monitor management in Korea. These results support Hypothesis 2. The result of testing Hypothesis 3 is presented in Table 5 . Notes: ***, ** and * denote significance at the 1%, 5%, and 10% levels, respectively, based on a two-tailed test. See Model (3) and (5) for definitions of the variables used.
OWN t × TAV t-1 and OWN t × TAV t-2 are significantly negatively associated with DISEXP t . However, OWN t × TAV t-3 is not significantly associated with DISEXP t . These results mean that the relation between tax avoidance and discretionary expenses is weakened as the major stockholder's ownership increases. It suggests that the major stockholder controls the use of additional cash from tax avoidance on discretionary expenses. Therefore, Hypothesis 3 is supported.
Conclusion
This study investigates the relation between tax avoidance and discretionary expenses. The object of this study is to present empirical evidence on whether additional cash flow from tax avoidance is used on discretionary expenses. Tax avoidance is estimated using the model suggested by Desai and Dharmapala (2006) . Discretionary expenses are estimated using the index suggested by Roychowdhury (2006) , which encompasses selling and administrative expenses except for taxes and dues, depreciation expenses, amortization expenses, rent expenses and insurance expenses because the management cannot manage these expenses discretionarily. Both research expenses and ordinary development expenses are considered to be discretionary expenses. The empirical results of this study are as follows. First, tax avoidance is positively associated with discretionary expenses. This result means that the management spends additional cash from tax avoidance on discretionary expenses. Second, the percentage of ownership by foreign investors weakens the positive relation between tax avoidance and discretionary expenses. This result suggests that foreign investors effectively monitor the management's discretionary decisions. Third, the positive relationship between tax avoidance and discretionary expenses is weakened as the percentage of ownership by a major stockholder increases. This result suggests that a major stockholder restricts the management from spending additional cash on discretionary expenses.
This study contributes to the literature by presenting empirical evidence on the use of additional cash from tax avoidance, unlike previous studies on tax avoidance. Most previous studies on tax avoidance focused on finding the determinants of tax avoidance. However, this study investigated the relationship between tax avoidance and discretionary expenses and presented empirical evidence on the object of tax avoidance. This study also investigated the effect of foreign investors and a major stockholder on the relation between tax avoidance and discretionary expenses. The accompanying analysis presented additional empirical evidence on the role of foreign investors and a major stockholder. This information suggests that foreign investors and a major stockholder monitor the management's discretionary decisions.
The limitations of this study are as follows. First, we use only one measure suggested by Desai and Dharmapala (2006) to estimate tax avoidance. Therefore, there might be measurement error in the empirical results of this study. Second, this study analyzes the relation between tax avoidance and discretionary expenses only in the context of listed, non-financial companies in Korea. Thus, there might be an industrial or regional limitation on the results of this study.
